
A Purchasing Power Parity Question 


The question below once appeared on a final exam. No one answered correctly! How 
would you have done? Try it. If you have trouble, check the answer in Appendix 19. 

For year 1 , the following data are observed: 

Index of Cost of a Standardized Bundle of Goods in 3 Countries 
Compared with the U.S., U.S. Dollar Values, U.S. cost = 100 
Britain: 150 
Japan: 160 
Mexico: 80 
U.S.: 100 


Assume that the relative form of the purchasing power parity doctrine applies exactly 
over the period from year 1 to year 2 and that exchange rates are freely flexible. 
Inflation rates in local currency in the various countries from year 1 to year 2 are: 

U.S., year 1 to year 2: 5% (i.e.. the cost of the bundle rose 5%) 

Britain, year 1 to year 2: 9% 

Japan, year 1 to year 2: -1% 

Mexico, year I to year 2: 50% 

What will be the levels of the indexes of bundle costs in year 2 measured in U.S. 
dollar values? In answering, set U.S. dollar costs = 100 in year 2. Fill in your 
answers below in the spaces provided: 


Britain in year 2 : 

(given 

U.S. 

cost 

in 

year 

2 

= 100) 

Japan in year 2 : 

(given 

U.S. 

cost 

in 

year 

2 

= 100) 

Mexico in year 2 : 

(given 

U.S. 

cost 

in 

year 

2 

= 100) 



